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Students’ Department
Edited by H. A. Finney

Letters have been received from several readers requesting solutions
to the following problem :
PROBLEM

The Universal Manufacturing Company has an authorized capital
stock of $1,000,000.00, of which $650,000 was outstanding on January 1.
1921. The par value of this stock is $100 per share. The company owns
all the stock of the United Manufacturing Company, which consists of
750 shares of common stock of the par value of $100 per share. The
price paid by the Universal Manufacturing Company for this stock was
$200 per share, and the purchase was made prior to January 1, 1921.
The following is the trial balance of the Universal Company to
December 31, 1921:
Capital stock (common) outstanding.........
$650,000
Plant and machinery ...................................
$300,000
Raw materials, inventory 12/31/21 .............
70,000
Work in process do
do ..................
57,000
Finished goods ............................................
1,385,000
Accounts receivable .....................................
116,000
Cash .............................................................
74,000
Accounts payable .........................................
77,500
Reserve for depreciation .............................
50,000
Investment United Co. stock.......................
150,000
Dividends received United Co. stock .........
12,000
Sales, less allowances ..................................
1,500,000
Cash discounts earned..................................
13,500
Cash discounts paid ....................................
16,000
Selling expenses ...........................................
60,000
General office expenses ................................
100,000
Advances to United Co.................................
25,000
Surplus 1/1/21 ..............................................
50,000

$2,353,000 $2,353,000
The inventory of raw materials on hand January 1, 1921, amounted to
$55,000, and the purchases for the year 1921 amounted to $597,000.
The inventory of finished goods on hand December 31, 1921, amounted
to $120,000.
The inventory of goods in process at January 1, 1921, was $40,000 and
at December 31, 1921, shows $30,000 for material, $15,000 for direct labor
and $12,000 for burden.
Direct labor for the year cost $400,000, and the burden was 80% of
such labor.
On December 31, 1921, the company declared a dividend of 10% on its
stock, payable January 15, 1922.
The Universal Company as owners of all the capital stock of the
United Company decides to dissolve the latter company and take over its
business. To carry out its intentions the Universal Company directs the
United Company to revise its accounts so as to show the true production
cost and profits for the year 1921 and correct inventories at December 31,
1921.
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The following is the trial balance of the United Company before
adjusting the accounts as directed:
Capital stock ................................................
$ 75,000
Surplus ......... . ..............................................
30,000
Plant and machinery ................................... $ 40,000
Accounts receivable ....................................
32,100
Raw materials .............................................
25,000
Goods in process ........................ .................
16,000
Finished goods................................ . ............
213,200
Loan payable Universal Co...........................
25,000
Reserve for depreciation..............................
12,300
Sales (net) .................................................
200,000
3,000
Discounts earned ...........................................
2,000
Discounts paid ............................................
5,000
Cash .......... . .................................................
12,000
Dividends paid ............................................
$ 345,300 $ 345,300

The inventories at January 1, 1921, were: raw materials $21,000; finished
goods $18,000; goods in process $20,000, of which $10,000 was for raw
materials, $5,000 for direct labor and $5,000 for burden. The inventory of
finished goods at December 31, 1921, amounted to $34,000.
Purchases of raw materials for the year 1921 amounted to $75,200; the
cost of direct labor was $60,000, and the burden charged was 100% of
such labor. An analysis of the charge for burden discloses: superinten
dence, indirect labor, depreciation and factory expenses, $42,000; selling
expenses $8,000; and general office expenses $10,000.
On June 30, 1921, the company declared a dividend of 8%, payable
July 15, 1921; and on December 31, 1921, a dividend of 8% was declared
and paid.
The adjustments having been made, the Universal Company agreed
with the United Company to purchase the assets of the latter company at
the book values, and gave its cheque for the purchase price less the
advances made to the United Company. The United Company then
declared and paid a cash dividend equal to the corrected surplus, redeemed
its capital stock at par, canceled it and surrendered its charter. All of
this was done as of January 1, 1922.

Required of candidates as to the Universal Company:
(1) Statement showing sales, production cost of goods sold, and gross and
net profits for the year 1921.
(2) Balance-sheet at December 31, 1921, and at January 1, 1922, after
absorbing the United Company.
(3) Necessary journal entries, with explanations.
(4) Working papers to show how results were determined.
Required of candidates as io the United Company:
(1) Statement of sales, cost of sales, and profits before and after making
corrections ordered.
(2) Balance-sheets before and after making all corrections.
(3) Working papers to show how results are determined.
SOLUTION.

Although the requirements as to the holding company are stated first
in the problem, it is necessary to prepare the subsidiary company’s state
ments before those of the holding company can be prepared.
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The United Manufacturing Company
PROFIT-AND-LOSS STATEMENT FOR THE YEAR ENDED DECEMBER

(Before adjustments)
Net sales ............................................
Less cost of sales:
Goods in process, January 1, 1921.
$ 20,000.00
Raw materials:
Inventory, January 1, 1921....... $ 21,000.00
Purchases ....................................
75,000.00

31, 1921

$200,000.00

Total ...........................................
96,200.00
Deduct inventory, Dec. 31, 1921
25,000.00
71,200.00
Direct labor ....................................
60,000.00
Burden:
Superintendence, indirect labor,
depreciation and factory expense42,000.00
Selling expense............................
8,000.00
General expense .............................
10,000.00 60,000.00
Total ..............................................
211,200.00
Deduct goods in process, Dec. 31,1921
16,000.00
Cost of goods manufactured.........
195,200.00
Add inventory of finished goods,
January 1, 1921 ...............
18,000.00
Total ..............................................
213,200.00
Deduct inventory of finished goods,
December 31, 1921 ..........
34,000.00 179,200.00
Gross profit on sales .........................
20,800.00
Discounts earned .............................................
3,000.00
Less discounts paid .........................................
2,000.001,000.00
Net profit for the year ....................
21,800.00
The United Manufacturing Company
BALANCE-SHEET, DECEMBER 31, 1921
(Before adjustments)
Capital stock
$ 75,000
Plant and mach’y $40,000
Loan payable to Uni
Less reserve for
versal Co.
25,000
depreciation12,300 $ 27,700
Surplus :
Accounts receivable
32,100
Balance Jan. 1,1921
30,000
Raw materials
25,000
Add profits
Good in process
16,000
for 1921
21,800
Finished goods
34,000
Cash
5,000
Total
51,800
Deduct div. paid 12,000
39,800
$139,800

$139,800
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The problem requires that adjustments be made to show the true pro
duction cost and profits for the year and the true value of the inventories
at the end of the year. The adjustments are required because a burden
rate of 100% was used, while the true burden was only 70% of the direct
labor. Profits for the year are misstated because of the errors in the closing
inventories and also because of possible misstatements in the opening
inventories. The analysis of the goods-in-process inventory at January 1st
shows that a burden rate of 100% was used in 1920 as well as in 1921, and
it is assumed that the true rate in that year was 70%.
Goods in process, January 1, 1921: Per books
Adjusted
Raw material ................................ $10,000
$10,000
Labor ............................................
5,000
5,000
Burden...........................................
5,000 should be 70%
3,500

$18,500

$20,000
Goods in process, December 31, 1921:
(Assuming same proportion of elements
January 1st inventory)
Raw material ................................ $
Labor .............................................
Burden ..........................................

as in

8,000
4,000
4,000 should be 70%

$ 8,000
4,000
2,800

$14,800

$16,000

In order to adjust the finished-goods inventories, it is necessary to
ascertain the book distribution of cost among the three elements of material,
labor and burden.
Balance of finished-goods account or total book cost of
finished goods inventory January 1st and finished goods
manufactured during the year ....................................... $213,200
Deduct finished-goods inventory, January 1st ....................
18,000
Book cost of goods finished during the year...........................

$195,200

This book cost is composed of:

Material
Goods in process, January 1st .... .... $10,000
Materials used during year:
Inventory, Jan. 1st ........... $21,000
Purchases ............................
75,200

Total .....................
Inventory, Dec. 31st

96,200
25,000

Labor
$5,000

Burden Total
$5,000 $20,000

71,200

71,200

60,000

Labor .
Burden

60,000

81,200

Total
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Less goods in process, Dec. 31st

Material
8,000

Book cost of goods finished..

73,200

Labor Burden Total
4,000
4,000 16,000

61,000

61,000 195,200

Percentage distribution .......
37.5% 31.25% 31.25%
100%
But the true burden is only 70% of the book burden, or 70% of 31.25%,
or 21.875% of the book value of the inventories.
Finished-goods inventory, Jan. 1, 1921: Per books
Adjusted
Materials ........................ 37.5% $ 6,750.00
37.5% $ 6,750.00
Labor .............................. 31.25%
5,625.00
31.25%
5,625.00
Burden ............................. 31.25%
5,625.00
21.875%
3,937.50

Finished-goods inventory, Dec.
Materials ........................
Labor ..............................
Burden .............................

$18,000.00

$16,312.50

31, 1921: Per books
37.5% $12,750.00
31.25% 10,625.00
31.25% 10,625.00

Adjusted
37.5% $12,750.00
31.25% 10,625.00
21.875% 7,437.50

$34,000.00

$30,812.50

The United Manufacturing Company
PROFIT-AND-LOSS STATEMENT FOR THE YEAR ENDED DECEMBER

(After adjustment)
Net sales ............................................
Less cost of goods sold:
Goods in process, January 1, 1921..
Materials: ,
Inventory, Jan. 1, 1921 $21,000.00
Purchases ............. 75,200.00

31, 1921
$200,000.00

$ 18,500.00

Total.........................
96,200.00
Less inv., Dec. 31, 1921 25,000.00 $ 71,200.00
Direct labor ...................................
60,000.00
Manufacturing expense (70%
of labor) ...........................
42,000.00
Total ....................... ........................
Less goods in process, Dec. 31, 1921

173,200.00
191,700.00
14,800.00

Cost of finished goods manufactured
Add finished-goods inventory, Jan. 1, 1921

176,900.00
16,312.50

Total ................................................
Less finished-goods inventory, Dec. 31, 1921

193,212.50
30,812.50

Gross profit on sales .........................
Deduct selling expenses ...................
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Net profit on sales..............................
Deduct general expenses....................

29,600.00
10,000.00

Net profit on operations ....................
Add net discount earnings :
Discount earned .............................
Discount paid..................................
Net profit for the year ....................

19,600.00
3,000.00
2,000.00

1,000.00
$ 20,600.00

The United Manufacturing Company
STATEMENT OF SURPLUS ACCOUNT

January 1, 1921, to December 31, 1921

Balance, January 1, 1921, before
adjusting inventories ....
Deduct adjustments for inventories
of January 1, 1921:
Goods in process—per books .... $ 20,000.00
—as adjusted ...
18,500.00

$ 1,500.00

Finished goods—per books .........
18,000.00
—adjusted ...........
16,312.50

1,687.50

$ 30,000.00

3,187.50

Adjusted balance—January 1, 1921...
Net profits for 1921 ...........................

26,812.50
20,600.00

Total ...................................................
Deduct dividends paid during 1921..

47,412.50
12,000.00

Balance, December 31, 1921 ..............

$ 35,412.50

The United Manufacturing Company
BALANCE-SHEET, DECEMBER 31, 1921
(After adjustments)
Plant and
mach’y $40,000.00
Less reserve
for dep’n 12,300.00 $ 27,700.00
32,100.00
Accounts receivable
25,000.00
Raw materials
14,800.00
Goods in process
30,812.50
Finished goods
5,000.00
Cash

Loan payable,
Universal Co.
Capital stock
Surplus

$ 25,000.00
75,000.00
35,412.50

$135,412.50

$135,412.50
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The Universal Manufacturing Company
STATEMENT OF COST OF GOODS MANUFACTURED AND SOLD
YEAR ENDED DECEMBER

Goods in process, Jan. 1, 1921..
Materials:
Inventory,January 1,1921. $
Purchases
.......................

Total ....................................
Less inventory, Dec. 31, 1921

31, 1921

40,000.00

$

55,000.00
597,000.00
652,000.00
70,000.00 $582,000.00

Direct labor ................................
Burden (80% of direct labor)...

400,000.00
320,000.00

1,302,000.00

Total ............................... ...........................................................
Deduct goods in process, December 31, 1921.............................

1,342,000.00
57,000.00

Cost of finished goods manufactured.......................................
1,285,000.00
Add finished-goods inventory, January 1, 1921
(Assumed, to bring statement into agreement with
finished-goods account in trial balance) ...............
100,000.00
Total ...........................................................................................
1,385,000.00
Deduct finished-goods inventory, December 31, 1921..............
120,000.00
Cost of goods sold.....................................................................

$1,265,000.00

The Universal Manufacturing Company
PROFIT-AND-LOSS STATEMENT FOR THE YEAR ENDED DECEMBER

31, 1921

Sales, less allowances.........................................
Less cost of goods sold.....................................

$1,500,000.00
1,265,000.00

Gross profit on sales...........................................
Less selling expenses .........................................

235,000.00
60,000.00

Net profit on sales..............................................
Less general office expenses..............................

175,000.00
100,000.00

Net profit on operations.....................................
Less net discount expense:
Discounts paid.............................................. $
Discounts earned ........................................

75,000.00

16,000.00
13,500.00

2,500.00

72,500.00
20,600.00

Net profit from own business......... ...................
Add profit from operations of United Company
Net profit for the year.....................................
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The Universal Manufacturing Company
BALANCE-SHEET, DECEMBER 31, 1921
Assets
Plant and machinery ......................................... $ 300,000.00
Less reserve for depreciation ....................
50,000.00 $ 250,000.00
Investment in United Company stock:
Cost..............................................................
150,000.00
Add profits for 1921 ..................................
20,600.00

Total............................................................
Less dividends received ........................

170,600.00
12,000.00

Advances to United Company...........................
Raw materials ....................................................
Goods in process ................................................
Finished goods ...................................................................
Accounts receivable ............................................................
Cash ....................................................................

158,600.00

25,000.00
70,000.00
57,000.00
120,000.00
116,000.00

*

74,000.00
$ 870,600.00

Liabilities
Accounts payable................................................
$ 77,500.00
Dividends payable ...............................................
65,000.00
Capital stock—authorized .................................. $1,000,000.00
Less unissued ...........................
350,000.00
650,000.00
Surplus: January 1, 1921 ....................................
50,000.00
Add net profit for 1921 .....................
93,100.00
Total ....................................................
143,100.00
Less dividend declared Dec. 31, 1921. .
65,000.00
78,100.00
$ 870,600.00
JOURNAL ENTRIES

Sales ............................................................................ $1,500,000
Cash discounts earned ................................................
13,500
Finished goods .....................................................
$1,265,000
Cash discounts paid .............................................
16,000
Selling expenses ..................................................
60,000
General office expenses .......................................
100,000
Profit and loss ......................................................
72,500
To close the books and determine the profit from the
company’s own operations.
Investment United Company stock...........................
20,600
Profit and loss ......................................................
20,600
To take up the subsidiary company’s profit.
Profit and loss.............................................................
93,100
Surplus ................................................................
93,100
To close the year’s profit into surplus.
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Dividends received—United Company stock ...........
Investment United Company stock ..................
To credit the investment account with the divi
dends received, as these dividends decrease the
value of the investment.
Surplus .......................................................................
Dividends payable................................................
To set up as a liability the dividends declared
December 31, 1921, payable January 15, 1922.

12,000
12,000

65,000
65,000

JOURNAL ENTRIES FOR ABSORPTION OF UNITED COMPANY

Plant and machinery .............................................. $ 40,000.00
Accounts receivable ................................................
32,100.00
Raw materials .........................................................
25,000.00
Goods in process.....................................................
14,800.00
Finished goods .......................................................
30,812.50
Cash .........................................................................
5,000.00
Reserve for depreciation ................................
United Company, vendor ................................
To record the purchase of the subsidiary’s
assets at book values.
United Company, vendor .......................................
25,000.00
Advances to United Company .........................
To offset the advances against the liability for assets.
United Company, vendor .......................................
110,412.50
Cash ..................................................................
Payment of balance of purchase price.
There is not enough cash on hand to make this
payment, but this transaction and the follow
ing one can be financed by an exchange of
cheques.
Cash .........................................................................
110,412.50
Goodwill ..................................................................
48,187.50
Investment United Company stock ................
To record the receipt of cash from the United
Company, in payment of a dividend equal to
its entire surplus and in payment of the stock
at par.

12,300.00
135,412.50

25,000.00
110,412.50

158,600.00

One of the points in this problem is the treatment of the difference
between the balance of the investment account and the proceeds received
from the subsidiary at the time of dissolution. This difference can not
properly be considered a loss. When the holding company purchased the
stock it paid more than book value for it, and this excess would have
appeared in consolidated balance-sheets as goodwill. When the holding
company dissolves the subsidiary and takes over its assets, the payment
already made for goodwill remains a payment for goodwill. Really the
only effect of the dissolution is to split up the investment account in its
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component elements, taking up on the Universal Company’s books the
various assets and goodwill which the investment account represented.
The problem should be more specific as to when the stock holdings
were acquired. Merely stating that the stock was acquired prior to
January 1, 1921, is not sufficient, for the goodwill is the difference between
the cost of the stock and the book value at the date of acquisition. Not
knowing the date of acquisition and the book value of the stock at that
date, it becomes necessary to make some assumption. The assumption made
is that the stock was purchased immediately prior to January 1, 1921, or
December 31, 1920. This assumption enables us to solve the problem,
because the book value at December 31, 1920, is known. After making
adjustments of the surplus as of December 31, 1920, the surplus was
$26,812.50. The goodwill shown in the above journal entry can then be
proved as follows:
Purchase price of stock ...........................
Deduct book value at acquisition:
Capital stock .....................................
Surplus ..............................................
Goodwill ....................................................

$150,000.00

$ 75,000.00
26,812.50

101,812.50
$ 48,187.50

The Universal Manufacturing Company
BALANCE-SHEET, JANUARY 1, 1922
(After absorption of the United Manufacturing Company)
Assets
Plant and machinery ..................................... ..
Less reserve for depreciation .................
Goodwill ..........................................................
Raw materials ................................................
Goods in process ............................................
Finished goods ................................................
Accounts receivable .......................................
Cash ..................................................................

$ 340,000.00
62,300.00 $ 277,700.00
48,187.50
95,000.00
71,800.00
150,812.50
148,100.00
79,000.00

$ 870,600.00
Liabilities
$ 77,500.00
Accounts payable ............................................
65,000.00
Dividends payable............................................
Capital stock: authorized .............................. .. $1,000,000.00
350,000.00
650,000.00
Less unissued .........................
78,100.00
Surplus ............................................................
$ 870,600.00
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Admission of a Partner
Editor, Students’ Department:
Sir: May I ask that you kindly furnish me with a solution of the
following problem in each of the three cases. I have asked several of my
friends for their opinions but no two seem to agree.
On December 31, 1921, the capital accounts of A and B are $50,000.00
and $40,000.00, respectively. They desire to admit C into the partnership
providing he pays into the business for a one-fourth interest in the business
the sum of (a) $25,000.00, (b) $30,000.00, and (c) $35,000.00. Frame the
necessary journal entries to record the admittance of C, and the capital
accounts of each partner.
Yours truly,
Brooklyn, New York.
B. W.
As nothing is said in regard to the division of profits between A and
B, any loss or gain resulting from the admission of C will be divided
equally.
(a) Cash .................................................................. $ 25,000.00
A capital ..........................................................
1,875.00
B capital ...........................................................
1,875.00
C capital .................................................................. $ 28,750.00
Capital before admission of C $ 90,000.00
Cash paid in by C ..............
25,000.00
Total capital .........................
115,000.00
One-fourth thereof ............
28,750.00
C’s contribution ..................
25,000.00
Transfer from A and B ...
3,750.00

Statement of capitals
ABC Together
Capitals before C’s admission ......... $50,000 $40,000
$90,000
C’s contribution ................................
$25,000 25,000
Transfer ............................................
1,875* 1,875* 3,750
Balance after C’s admission .............

$48,125 $38,125 $28,750 $115,000

(b) Cash ................................................................. $ 30,000.00
C capital .................................................................. $ 30,000.00
Capital before admission of C $ 90,000.00
Cash paid by C ....................
30,000.00

Total ...................................

120,000.00

One-fourth thereof .............

30,000.00

The capital accounts after C’s admission are:
A ........................................................ $ 50,000.00
B ........................................................
40,000.00
C .........................................................
30,000.00
(c) There are two possible solutions of this case, depending on
whether it is desired to put a goodwill account on the books or not.
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Solution if a goodwill account is to be put on the books:
C’s contribution of $35,000 represents ¼ of a
$140,000.00
total capital of .........................................
Capitals before C’s admission ....................... $ 90,000.00
Add C’s contribution .......................................
35,000.00 125,000.00
Goodwill ...........................................................

15,000.00

Goodwill ............................................................
15,000.00
7,500.00
A capital ....................................................
7,500.00
B capital ....................................................
To place on the books the goodwill as com
puted above.
Cash ..................................................................
35,000.00
35,000.00
C capital ....................................................
To record C’s contribution.
Statement of capital accounts
Together
ABC
$ 90,000
Capital before C’s admission ......... $50,000 $40,000
15,000
Goodwill ...........................................
7,500
7,500
35,000
C’s contribution ...............................
$35,000

Balance after C’s admission ...........

$57,500 $47,500 $35,000 $140,000

Solution if goodwill account is not to be put on the books:
Cash .................................................................. $ 35,000.00
A capital .................................................................. $ 1,875.00
1,875.00
B capital ..................................................................
31,250.00
C capital ..................................................................
Capital before admission of C $ 90,000.00
Cash contributed by C.........
35,000.00
Capital after C’s admission.

125,000.00

One-fourth thereof .............

31,250.00

C’s contribution ..................
Credit received by C...........

35,000.00
31,250.00

Credit to A and B (equally)

3,750.00

Statement of capitals
Together
ABC
Capitals before admission of C.... $50,000 $40,000
$ 90,000
Cash paid in by C ...........................
1,875
1,875 $31,250
35,000

Capitals after admission of C............ $51,875 $41,875 $31,250
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